Winspear Business Reference mice 


, R6 University of Alberta 


1.18 Business Building 


: 7 
Edmonton, Alberta T6G 2RG ae 


TRAFINA 


ENERGY LTD. 


998 


nual Report 


TRAFINA Energy Ltd. 


isc ct i a 


ANNUAL GENERAL MEETING 


The Annual General Meeting of Shareholders will be held on May 21, 1999, at 9:30 am in the Second Floor Conference 
Room of 505 - 3rd Street SW, Calgary, Alberta. The Board of Directors, Management and Staff of TRAFINA welcome the 
Opportunity to meet shareholders and interested persons. Shareholders unable to attend the meeting are asked to 
complete and return the Proxy Form mailed with the Annual Report. 


TRAFINA’S WAYS 


Honesty and Integrity: We wish to act fairly in our business dealings. 

Achievement: We try to make our contributions to others and ourselves. 

Communication: We try to have open and honest communications in all our workings. 
Pollution Prevention: Continually improve our processes to minimize pollution and waste. 
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HIGHLIGHTS 


FINANCIAL 
Revenue from oil and gas sales ($) 


Cash flow from operations ($) 
Per share ($) 

-basic 

-fully diluted 
Income (loss) before tax ($) 
Net income (loss) ($) 
Per share($) 

-basic 


-fully diluted 


Weighted average shares outstanding 


Outstanding shares at year end 

Capital expenditures ($) 

Long term debt, net of working capital ($) 
OPERATING 


Production 
Natural gas (Mcf/d) 
Natural gas liquids (Bbls/d) 
Crude oil (Bbls/d) 
Total (BOE/d) 


BOE/d per weighted average MM shares outstanding 


Average sales price 
Natural gas ($/Mcf) 
Natural gas liquids ($/Bbl) 
Crude oil ($/Bbl) 

Total BOE ($/BOE) 


Reserves (proven and probable) 
Natural gas (Mmcf) 
Oil and natural gas liquids (MbbIls) 
Total BOE (MBbIs) 


BOE per weighted average shares outstanding 


1998 


1,055,650 
348,861 
0.08 

0.07 
131,619 
71,619 


0.02 
0.02 


4,431,969 
4,379,250 


387,714 


812,089 


TRAFINA Energy Ltd. 


a TS 


1997 


0.04 
0.04 
(61,562) 
(69,862) 


(0.02) 
(0.02) 


4,510,820 
4,511,250 


500,763 


759,949 


1,022.0 
toy 

9.0 
2 


i) 
N 
= 


1.84 
20.71 
18.08 
18.46 


5,199.0 
84.7 
604.6 


0.13 


% Change 


+7 


me Mth 


+15 
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REPORT TO SHAREHOLDERS 


e Revenues up 44% 

° Oil and gas production up 24% 

° Cash flow up 135% 

¢ Earnings up 200% 

° Reserve additions up 11% 

e — Drilling/completion success rate 82% 


TRAFINA completed a record year in 1998, posing substantial growth in revenues, cash flows and earnings. — 

1998 HIGHLIGHTS 

TRAFINA’s most significant events that occurred during 1998 are: 

° Revenues increased by 44% to $1.06 million, cash flows were up by 135% to $348,861, and after tax earnings were up 
by 200% over 1997 year-end results. Cash flow per share increased by 100% to 8 cents per share, up from 4 cents in 
1997. Earnings for the period increased to 2 cents per share to December 31, 1998 compared to a loss of 2 cents in 
OTe 

° TRAFINA exited December 1998, at 173 BOE/d. Production increased by 24% to 140 BOE/d in 1998, up from 113 
BOE/d in 1997. Natural gas production increased by 21% to 1,240 Mcf/d in 1998, compared to 1,022 Mcf/d in 1997. 
Oil and natural gas liquids increased by 45% to 16 Bbls/d in 1998, up from 11 Bbls/d in 1997. 

¢ TRAFINA increased its proven and probable reserves by 11% over year end 1997 levels to 669 MBOE up from 605 
MBOE. This growth in reserves translates into TRAFINA replacing its 1998 production of 51.3 MBOE by 225%. Natural 
gas reserves in 1998 increased by 7%, and oil and NGL’s increased by 37% over 1997 levels. Natural gas reserves of 


5.5 BCF represent 83% of TRAFINA’s reserve base up from 5.2 BCF in 1997. 


e  TRAFINA managed to keep proven finding and development costs to a reasonable level of $3.69 per BOE in 1998, a 
10% increase over $3.37 per BOE in 1997. 


OUTLOOK 


achieved in one of the worst years the oil and gas industry has seen in over 15 years. 

The achievements of 1998 will serve as the basis to go forward in 1999. As other companies re-position their holdings and 
their approach due to weak oil prices, new opportunities will arise as conditions change and create opportunities for 
TRAFINA in its drilling and acquisition plans in 1999. 


ACKNOWLEDGMENTS 


We are conscious of the patient support of our shareholders as we move forward and would like to acknowledge their 
support, as well as the support of our staff, stakeholders and clients. 


On behalf of the Board, 


bie. 


Roland T. Valentine 
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OPERATIONS REVIEW 


TRAFINA’s 1998 operations focused mainly upon exploitation of its existing land base, through participation in non- 
operated drilling and tie-ins in the Bindloss, Jenner and Judy Creek areas of Alberta. 


DRILLING ACTIVITY 


TRAFINA participated in 11 gross wells during 1998, resulting in 8 gas wells, 1 oil well and 2 dry holes with 82% drilling 
success. Seven of the gas wells were Viking development wells within the Bindloss Gas Unit No. 1 with one Notikewin 
exploratory gas well in the Judy Creek area. The sole oil well was a Glauconite horizontal development well in the Jenner 
area. Comparative drilling statistics for 1998 and 1997 are tabulated below: 


1998 1997 
Wells Drilled Gross . Net Gross Net 
Gas 8 0.31 3 0.17 
Oil 1 0.13 0 0.00 
Dry and abandoned 2, 0.13 l 0.10 
Total wells 1) 0.57, 4 0.27 


PRODUCTION 


TRAFINA’s 1998 annual production was 51,297 BOE, up 24% compared to 1997. Gas sales during 1998 from Bindloss and 
Carson Creek increased by 38 BOE/d, or 65%, due to production from wells drilled during 1997. In addition, production 
from one new well in Judy Creek commenced during mid-September at 15 BOE/d to TRAFINA, adding a further 4 BOE/d 
for the total 1998 year. These production gains were offset by reductions in gas sales of 15 BOE/d from the Wetaskiwin 7- 
31 well due to production problems and 2 BOE/d from Jenner due to natural decline. Oil and NGL production during 1998 
increased by 5 BOE/d or 45% compared to 1997 due to a partial year’s production from one new oil well in Jenner and 
one new gas well in Judy Creek. 


Comparative production statistics by field for 1998 and 1997 are tabulated below: 


Company Share before Royalty 
Production by Area 1998 1997 % Change 


Natural gas (Mcf/d) i 
Bindloss 520 291 +79 


Carson Creek 423 281 +51 
Jenner 160 : 180 -11 
Judy Creek 39 (0) °° 
Wetaskiwin 102 : 256 : -60 
Other . @) 14 -100 
1,244 | 1,022 +22 
Oil & NGL's (Bbls/day) : 
Carson Creek 2 1 +100 
Jenner 12 9 +33 
Judy Creek 2 0) co 
Other ) 1 -100 
16 : 11 +45 
Oil Equivalents (BOE/d) 140 113 +24 
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OIL AND GAS RESERVES 


TRAFINA’s total reserves at year-end 1998 were 669,245 BOE, up 11%, or 64,683 BOE, compared to year-end 1997. Proved 
and probable oil and natural gas liquids reserves were 114,945 Bbls, up 36%, or 30,283 Bbls. Proved and probable natural 
gas reserves were 5,543 Mmcf, up 7%, or 344 Mmef. On an oil equivalents basis, natural gas and natural gas liquids 
comprised 84% of TRAFINA’s proved plus probable reserves at year-end 1998, making TRAFINA mainly a natural gas 


producer. 
RESERVES 
Company Interest Reserves before Royalties 
Oil & NGLs Natural Gas Oil Equivalents 
Reserve Category Bbls Mmcf BOE” 
Proved and probable (Dec. 31, 1997) 84,662 5,199 604,562 
Total proved” 103,864 4,941 597,964 
Probable (unrisked)” 11,081 602 le2 Sit 
Proved and probable (Dec. 31, 1998)” 114,945 5,543 669,245 


(1) From internal reserve appraisal prepared by TRAFINA. 

(2) From independent reserve appraisals prepared by Sproule Associates Limited dated February 22, 1999 and by Ryder 
Scott Company dated February 25, 1999. 

(Q) Oil equivalents calculated by TRAFINA using Sproule’s and Ryder Scott’s reserve volumes, converting natural gas and 


natural gas liquids to oil equivalents using conversion ratios of 10.0:1.0 and 1.0:1.0, respectively. 


Reserves in the Bindloss, Carson Creek and Judy Creek areas produce in excess of 70% of TRAFINA’s daily production 


during year-end 1998 and contribute 53% of TRAFINA’s reserve base 


Oil & NGL’s Natural Gas Oil Equivalents 
Reserves by Area Bbls Mmcf BOE 
Proved reserves 
Bindloss 0) 2,264 226,400 
Carson Creek 4,000 914 95,400 
Jenner 96,664 470 143,664 
Judy Creek 3,200 89 12,100 
Wetaskiwin 0) 1,204 120,400 
103,864 4,941 597,964 
Probable reserves 
Bindloss 0) 236 23,600 
Jenner 11,081 366 47.681 
11,081 602 71,281 


RECONCILIATION OF RESERVES 


During 1998, TRAFINA’s reserve additions and revisions were approximately 116,000 BOE, or 226% of its 1998 production 
of 51,297 BOE. TRAFINA’s reserve additions from the Bindloss and Wetaskiwin areas were approximately 124,000 BOE, all 
attributed to natural gas reserves. Reserve revisions in the Carson Creek, Judy Creek, and Jenner areas led to a net reduction 
of 8,000 BOE, as reserves were transferred from probable to proved categories reflecting 1998 drilling activity. 
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Oil & NGLs (MBbls) Natural Gas (Mmcf) 
Reserve Changes Proved Probable Total Proved Probable Total 
Dec. 31, 1996 44.3 42.3 86.6 3,090 1,036 4,126 
Acquisitions/dispositions 0) 0) 0) -20 OO : -20 
Additions/revisions 50) -3.0 2.0 Vili 755 1,466 
1997 Production SD) 0 -3.9 1) 373 0 | §373 
Dec. 31, 1997 45.4 39.3 84.7 | 3,408 1.791 | 5,199 
Acquisitions/dispositions 0) 0) 0) 0 Wee 0) 
Additions/revisions 04.4 -28.2 36.2 1,987 -1,189 : 798 
1998 Production 5.9 0 5.9 | -454 0 -454 
December 31, 1998 103.9 11.1 115.0 | 4,941 602 5,543 


FUTURE NET CASH FLOWS 

Present Values 

Based upon Sproule’s and Ryder Scott’s reserve appraisals, the before tax present value of TRAFINA’s proved and probable 
reserves (future net revenue discounted at 10%) increased by 16% to $5.4 million to year-end 1998, compared to 1997. This 
$0.8 million increase in present worth was partially attributable to an increase in oil and gas reserves of 64.7 MBOE, and a 


substantial increase in the estimated average future selling price of TRAFINA’s natural gas reserves. 


Present Value of Future Net Revenue before Tax 


Undiscounted 10% 15% 
Reserve Class ($ 000) ($ 000) ($ 000) 
Total proved plus probable December 31/97 8,820 4,037 3,094 
Total proved 8,518 4,778 3,980 
Probable (unrisked) ie52 589 459 
Total proved plus probable December 31/98 9,670 SO 4,439 
Increase (decrease) 9.7% 15.7% 20.0% 


PRICE FORECAST 


Sproule & Ryder Scott’s price forecasts used in their reserve appraisals are shown below: 


WTI @ Cushing Edmonton Light 40° API Alberta Plantgate 
$US/Bbl $Cdn/Bbl $Cdn/MMBtu 
Year ; Sproule. Ryder Scott Sproule _ Ryder Scott Sproule Ryder Scott 
1999 | 1450 15.00 21.07 21.34 2.20 2.20 
2000 | 16.32 | 1c Onan | 22. 82 | 23.55 219 | 230 
2001 | 18.21 | 18.00 | 24.44 25.76 2.24 2.36 
2002 20.16 18.45 | 26.40 206.41 Zao 2.42 
2003 | 20.57 | 18.91 26.94 | 27.07 2.40 2.48 
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LAND REVIEW 


TRAFINA has interests in 104,880 gross acres (4,976 net acres) as at December 31, 1998. No new lands were added during 
1998. 


DEVELOPED UNDEVELOPED TOTAL AREA ALBERTA 

Gross Net _ Gross Net _ Gross Net 
Bindloss 28,160 963 | 49,120 1,681 77,280 2,643 
Carson & Judy Creek 4,320 370 3,520 352 | 7,840 | WO 
Jenner 9,600 50852800385 14,880 893 
Wetaskiwin 240 318 | 2.640 400 4,880 718 
Total (acres) 44 320 2,159 60,560 2,818 | 104,880 4,976 


NET ASSET VALUE 


The estimate of TRAFINA’s net asset value is shown below calculated using a 10 percent discount rate and escalating prices, 
of the pretax value, excluding interest, and general and administrative expenses, of the proven and probable (risked at 50%) 
reserves. The 1998 reserve appraisal is the aggregate of studies prepared by Sproule Associates Limited and Ryder Scott 
Company while the 1997 reserve appraisal was prepared by TRAFINA. 


1998 1997 
($ 000) ($ 000) 
Proved reserves 4,778 | 3,007 
Probable reserves (50% risked) 295 | 815 
Other assets (estimated by management) (1) ~ 165 150 
Long term debt, net of working capital (812) | (760) 
Total asset value 4,426 | $3)212 
Asset value per outstanding share 1.01 $0.71 
Asset value per fully diluted share 0.92 $0.69 


(1) Other assets (estimated by management) 


These “Other Assets” pertain mainly to undeveloped lands and surface equipment. 
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MAJOR PROPERTIES 


BINDLOSS, AB 


TRAFINA owns a 10% Net 
Carried Interest (NCI on 
gas produced from the 
Viking Formation on a 
29,440 acre tract of land 
within the Bindloss Unit No. 
1 (the “Unit”). These lands 
have a Unit tract 
participation of 34.2%, 
giving TRAFINA an effective 
NCI of 3.42% on the total 
Unit. Total area of the Unit is 
77,280 gross acres with 50 
gross wells of which 32 are 
producing. TRAFINA also 
owns a 10% NCI on 1920 
gross acres of non-unitized 
deeper rights containing one 
producing Mannville gas well (100/06- 


28-022-05 W4/00). 


This Unit has been producing since 
1957 and has already produced over 
309 Bcf to year-end 1998. Ryder Scott 
estimates proved remaining gas 
reserves of 41 Bcf with a remaining 
reserve life in excess of 20 years. 
There is considerable potential for 
reserve additions since only 36% of the 
Unit’s lands are currently developed. 


Since mid-year 1997, gross capital 
investments in the Bindloss area have 
A total of 
infill 
wells have been drilled and the gas 


exceeded $3.4 million. 
eleven exploratory, stepout and 


gathering and compression facilities 


upgraded. The most successful 


Bindloss, AB 


I I St i | 1 ea [eto dns | pe 2s 
EEN hilt ae Fal a8 me 


GAS 


77,280 acres (gross), 2,644 acres (net) 


Interests 
Wells 


Producing Zones 


Gas Unit #1: 3.42% NCI, Non-Unit: 10.0 NCI 
50 (gross), 32 (producing) 
Viking (unitized zone) 


Lower Mannville (non-unit) 


Estimated Reserves 


Unit: 41.3 Bef (gross), 0.9 Bcf (net) 


Non-Unit: 9.4 Bef (gross), 0.9 Bef (net) 


1998 Production 


development activity has been in the 
West Bindloss area where 2 new Unit 
Viking gas completions were added 
along with 1 non-unit Mannville gas 
completion. Ryder Scott estimates 
that these 3 completions have added 
proved reserves totaling 12.9 Bcf gross 
(1.0 Bcf TRAFINA share). 


Average daily gross gas sales from the 
Unit during 1998 were 8,470 Mcf/d 
and from the 6-28 non-unit well were 
2,298 Mcf/d. TRAFINA’s share of this 
production averaged 520 Mcf/d, an 


10,768 Mcf/d (gross), 520 Mcf/d (net) 


increase of 229 Mcf/d from 1997 sales 
TRAFINA’s average 1998 
selling price was $2.01/Mcf compared 
to $1.84/Mcf during 1997. The gas is 
Gas 
Services under a long-term sales 


volumes. 


contracted to TransCanada 


contract. 


During 1999, TRAFINA does not 
expect any significant activity on its 
the Unit 
Operator’s total Canadian operations 


Bindloss lands _ since 


are for sale. 
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CARSON CREEK/JUDY CREEK, AB GAS 


Carson Creek, Alberta is located 
approximately 90 miles northwest of 
Edmonton, Alberta. TRAFINA owns a 
10% working interest generally 
encumbered by 7.5% pooled gross 
overriding royalty. Since the Carson 
Creek/Judy Creek area was originally 
drilled for Beaverhill Lake oil or gas 
potential, TRAFINA’s land interests are 
confined to those zones above the 
Banff formation. The main producing 
horizons are the Nordegg, Pekisko, 
Detrital, and Viking 
formations. There are 6 gross wells of 
which 3 are producing located on 
7,840 gross acres of land. 


Notikewin 


TRAFINA acquired its interest through 
participation in a Joint Venture (“JV”) 
which earned lands by drilling wells 
on farmout lands containing 29,760 
gross acres of land and by subsequent 
purchases of 5,120 gross acres of 
Crown P&NG leases during 1995 and 
1996. 


This exploration program established 
commercial reserves in the southern 
portion of the farmin acreage. After 
reviewing all development scenarios, 
the JV built over 9.0 kilometers of gas 
gathering laterals and _ related 
facilities costing in excess of 
$1,500,000.00 gross and tied into the 
Carson Creek East Sour Gas 
Processing Facility located a 2-3-61- 
11 W5. Also, the JV purchased a 2.5% 
working interest in this plant, enabling 
the JV to process its excess gas 
volumes for fee that is 50% lower than 
that charged non-owners. 
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Lands 

Interests 

Wells 

Producing Zones 
Est. Gross Reserves 


R11WS 


7,840 acres (gross), 722 acres (net) 
Generally 10% WI 

6 (gross), 3 (producing) 

Nordegg, Pekisko, Notikewin, Viking 
Gas: 11.0 Bef (gross), 1.0 Bef (net) 


NGLs: 85.2 MBbl (gross), 7.2 MBbl/d (net) 
Gas: 4,230 Mcf/d (gross), 423 Mcf/d (net) 
NGLs: 20Bbl/d (gross), 2 Bbl/d (net) 
Gas: 2.063 Mcf/d (gross), 155 Mcf/d (net) 
NGLs: 18 Bbl/d (gross), 2 Bbl/d (net) 


1998 Production 
Carson Creek 
Judy Creek (Oct./Dec.‘98) 


First gas sales began from this Nordegg 
pool during March 1997 from the 12-7 
well with 2 other wells (6-18 and 3-13) 
on stream by June 1997. Production 
performance from these wells has been 
very good with over 3.4 Bcf of raw gas 


produced in 2 years. Gross gas sales 
during 1998 averaged 4,230 Mcf/d at 
an average wellhead price of 
$2.15/Mcf. TRAFINA’s gas is contracted 
to ProGas under a long-term sales 
contract. 


TRAFINA Energy Ltd. 


Ss 


Gas sales volumes from Carson Creek 
have been limited by the amount of 
excess capacity at the 2-3 plant. 
Workovers on non-interest wells tied 
into the 2-3 plant began to decrease 
available capacity and led to some 
curtailment of production; especially 
during the second half of 1998. The JV 
has identified 2 other existing plants in 
the area with excess processing 
capacity and obtained proposals for 
custom processing third party gas. 
Either option requires a maximum of 
1.5 miles of new line. 


As a result of increased prices and 


demand for Alberta natural gas plus 
additional processing capacity for sour 


Carson Creek, AB 


gas in the Carson Creek area, the JV is 
planning to start a major exploration 
program during 1999 to substantially 
increase deliverability. At least 35 km of 
new seismic data will be shot over the 
acreage during March 1999 to better 
define prospects. TRAFINA expects at 
least 2 new wells will be drilled during 
1999 plus the existing 3-13 will be 
recompleted in the Pekisko formation 
to test the extent of this reservoir. The 
Pekisko formation has not been 
produced yet on the JV’s lands but 
could contain sizeable reserves. The 
Pekisko formation flowed at 2.03 
Mmef/d during the extended flow 
period of the well’s production test. 
Incremental deliverability can be tied 


into the existing gas gathering 
infrastructure quite quickly and with 
limited capital investment. Successful 
drilling will lead to sizeable additions to 
TRAFINA reserves and gas sales. 


Judy Creek, AB 


TRAFINA has a 7.5% pooled interest in 
640 gross acres in the Judy Creek area, 
containing one producing Notikewin 
gas well. The 7-8 well commenced gas 
sales during September 1998 with the 
December 1998 exit rate of 1.9 Mmcf/d 
(143 Mmcf/d TRAFINA share). Gas is 
sold at the wellhead on a long-term raw 
gas contract based upon AECO “C” 
prices. 


JENNER, AB GAS & OIL 


production is 


are non-operated working and royalty TRAFINA’s Jenner 
natural gas produced from the low 
pressure Milk River/ Medicine Hat/ 


Jenner, Alberta is located 115 miles 
east and south of Calgary, Alberta. All 
of TRAFINA’s lands in the Jenner area 


interests, encompassing 14,880 gross 


acres with 35 gross wells. Most of 
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Jenner, AB 


Second White Specks Shallow gas zones or liquid 
rich sour gas recovered from the Arcs (D2) 
formation. There was no development activity 
during 1998 associated with these gas properties. 
TRAFINA’s Jenner lands also contain substantial 
heavy oil reserves in the Mannville Formation, 
especially within the Glauconite zone. Extremely 
low selling prices for heavy oil during 1998 
deferred most development activities, waiting for 
higher prices. However, one additional horizontal 
oil well was drilled within Sec 26-21-8 W4 during 
1998 to further develop the Atlee Buffalo Upper 
Mannville “P” Pool. There are now 3 horizontal 
Glauconite oil wells within the section in which 
TRAFINA owns a 12.5% working interest. 
Production was curtailed for most of the year due 


to a lack of water injection capacity at the nearby 
15-23 battery. 


RIOW4 ROW R8W4 R7W4 


Lands 14,880 acres (gross), 893 acres (net) 
Interests Varying working and royalty 

Wells 35 (gross) 

Producing Zones Mik River, Medicine Hat, Second 


White Specks, Glauconite, and arcs 
Est. Gross Reserves Gas: 8.7 Bcf (gross), 0.5 Bcf (net) 

Oil & NGLs: 827.9 MBbI (gross), 96.0 MBbls (net) 
1998 Production Gas: 3,377 Mcf/d (gross), 160 Mcf/d (net) 

Oil & NGLs: 184 Bbl/d (gross), 12 Bbl/d (net) 


WETASKIWIN, AB 


Wetaskiwin, Alberta is located 30 miles south of 
Edmonton, Alberta. TRAFINA has working interests 
varying from 37.5% to 90.0% and royalty interests 
varying from 0.93% to 13.5% on 4,880 gross acres of 
land. The main gas-producing zone in the area is the 
Glauconite while the underlying Basal Quartz and 
shallower Belly River formations are prospective as 
well. 

The 7-31-45-23 W4 gas well, in which TRAFINA has a 
90% working interest, is operated by TRAFINA. Gas 
sales during 1998 averaged 102 Mcf/d, down 60% 
compared to 1997 due to reservoir damage. A workover 
to restore productivity was not successful. TRAFINA is 
reviewing the feasibility of re-drilling a deviated 
wellbore from the same surface location instead of 
attempting further stimulation treatments due to 
problems with the production casing. 


Lands 4,880 acres (gross), 718 acres (net) 
Interests Generally 10% WI 
Wells 7 (gross) 


Producing Zones Glauconite, Basal Quartz, Belly River 
Est. Gross Reserves 1.4 Bef (gross), 1.2 Bcf (net) 
1998 Production 102 Mmcf/d (gross), 102 Mcf/d (net) 
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MANAGEMENT’S DISCUSSION & ANALYSIS 


HIGHLIGHTS: 


1998 


TRAFINA Energy Ltd. 
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1997 


% 


$ $ Change 


Revenue (net of royalties and net of ARTC) 

Operating expenses 

Cash flow from operations 

Cash flow per share - basic 

- fully diluted 

Net income (loss) before income taxes 

Net income (loss) 

Net earnings (loss) per share - basic 
- fully diluted 

Capital expenditures 

Long-term debt, net of working capital 


DETAILED FINANCIAL ANALYSIS 


PRODUCTION REVENUE 


919,285 
252,234 
348,861 
0.08 
0.07 
131,619 
71,619 
0.02 
0.02 
387,714 
$12,089 


607,652 
225,451 
148,515 
0.04 
0.04 
(61,562) 
(69,862) 
(0.02) 
(0.02) 
500,763 
759,949 


+51 
+12 
+135 
+100 
+75 
+314 
+203 
+200 
+200 
-23 


ta 


TRAFINA’s petroleum and natural gas revenue (net of royalties and net of ARTC), before operating expenses, increased by 
51% to $919,285 to December 31, 1998, compared to $607,652 to December 31, 1997. This growth in revenue was mainly 


related to new wells coming on stream, increasing gas sales volumes, and a 20% increase in the sales prices for natural gas 


received during 1998. 


ROYALTIES 


Royalties net of ARTC during 1998 increased 10%, to $136,365 compared to $124,589, and on a BOE basis, decreased to 
$2.66 per BOE, to December 31, 1998, from $3.02 per BOE to December 31, 1997 due to increases in production volumes. 


Royalties payable to the Province of Alberta are reduced through the ARTC program. For the year ending December 31, 


1998, TRAFINA should receive a $95,072 ARTC rebate, compared to $27,837 for the same period in 1997. 


Analysis of Royalties 


Crown royalty 
Freehold royalty 
Overriding royalty 


Alberta royalty tax credit 


Total royalties 


1998 
$ 


191,714 
9,525 
30,198 
(95,072) 


$136,365 


1997 
$ 


104,595 
17,408 
30,368 

(27,782) 


$124,589 


% 
Change 


+83 
- 45 
-1 
+242 


+10 
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OPERATING EXPENSES 
Operating costs increased 12% to $252,234 to December 31, 1998, up from $225,451 in 1997, as a result of increased 
natural gas production, and the associated costs of, transportation and third party gas processing charges, chiefly, in Bindloss 


and Carson Creek areas of Alberta. 


Analysis of Operating Expenses 


1998 1997 % 
$ $ Change 
Production expenses 244,801 212 7oy. +15 
Lease rental expenses 7,433 12,694 -41 
Total operating expenses $252,234 $225,451 +12 


NETBACKS 


TRAFINA’s average netback increased 36% to $13.18 per BOE, to December 31, 1998, from $9.66 per BOE, to December 
31, 1997. This change is a combination of the impact of increased natural gas pricing, larger natural gas production 
volumes, decreased net royalties per BOE, and decreased third party gas processing charges, all contributing to a decrease 
in operating expenses per BOE. The following table compares netbacks of 1998 and 1997. 


Analysis of Netbacks 


1998 1997 % 
$/BOE $/BOE Change 
Sales price ($/BOE) 20.90 | 18.46 +13 
Net royalties ($/BOE) (2.66) | 3.02) | ie 
Operating expenses ($/BOE) (4.92) (5.47) 213 
Lease rental ($/BOE) (0.14) (0.31) 44 
Netback ($/BOE) 13.18 9.66 | +39 


GENERAL AND ADMINISTRATION EXPENSES 


General and administration expenses, before capitalization, and allocation to gain on sales of fixed assets, increased 7% to 
$388,048 to December 31, 1998 compared to $362,360 in 1997. On a net basis, general and administration expenses 
increased 26% to $258,157 to December 31, 1998 versus $204,299 in 1997. 


INTEREST EXPENSES 


Interest expense increased 86% to $63,462 in 1998 compared to $34,125 in 1997. This increase in interest expense is 
primarily as a result of having a higher level of debt outstanding during 1998. Interest expense was covered by cash flow 
5.5 times in 1998, compared to 4.4 times in 1997. The weighted average interest rate was 7.7% in 1998, compared to 5.9% 
in 1997, and interest expense per BOE increased 49% to $1.24 per BOE from $0.83 per BOE in 1997, due to increased bank 
debt. 
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Analysis of Interest Expense . % 
1998 1997 Change 
Interest expense ($) 63,462 34.125 +86 
Average bank debt outstanding ($) 825,000 581,000 +42 
Average interest rate (%) Ho 59) +31 
Interest expense per BOE ($) 1.24 0.83 +49 


DEPLETION, DEPRECIATION AND SITE RESTORATION 


Depletion and depreciation increased $213,742 to $706,235 during 1998 from an increase of $205,777 to $492,493 during 
1997. On a production basis, in 1998 depletion and depreciation decreased by 16% to $4.17 per BOE, from $4.99 per BOE 
in 1997. The decrease in depletion and depreciation on a per BOE basis was caused by the upward revision in reserves 
and lower reserve addition costs in 1998. TRAFINA has recorded $3,500 ($0.07/BOE) in a site restoration provision for 
1998. 


Analysis of Depletion, Depreciation and Site Restoration % 
1998 U7 Change 
Depletion and depreciation ($) 213,742 KOS +4 
Site Restoration ($) 3,500 4,300 -19 
Depletion and depreciation ($/BOE) 4.17 4.99 - 16 
Site Restoration ($/BOE) 0.07. 0.10 - 30 


CASH FLOW FROM OPERATIONS 

In 1998, cash flow from operations increased 135% to $348,861, up from $148,515 in 1997. This gain translated to $0.07 
per fully diluted common share, a 75% improvement over the $0.04 per fully diluted common share recorded in 1997. Cash 
flow increases are primarily a consequence of higher volume of gas sales, accompanied by a 20% increase in the price of 
natural gas received by TRAFINA during 1998. 

EARNINGS 

TRAFINA’s 1998 earnings were $71,619, a 203% increase over the $69,862 loss recorded in 1997. On a fully diluted per 


share basis, the 1998 net earnings increased 200%, to $0.02, from a $0.02 loss in the prior year. On a per unit of production 
basis, 1998 earnings increased to $1.40/BOE, compared to net loss of $1.69/BOE in 1997. 


RETURN ON EQUITY 


TRAFINA’s pre-tax return on shareholder's equity increased in 1998 to 19.4%, up from a negative 9.9% in 1997. The 1998 
after-tax rate of return was 10.5%, up from a negative 11.3% in 1997, 
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BANK DEBT AND LIABILITY 

TRAFINA has a total credit line of $1.0 million of which $909,000 was drawn at December 31, 1998. Current assets plus 
the unused portion of our advances exceed our current liabilities by 2.6 times. Cash flow of $389,810 exceeds interest by 
5.5 times (1998 interest charges of $63,462). TRAFINA’s debt to equity ratio marginally decreased to 1.20 times, at 
December 31, 1998, compared to 1.22 times in 1997 (long-term debt net of working capital, has been used in the 1998 and 
1997 calculations). 

LIQUIDITY AND CAPITAL RESOURCES 

TRAFINA relies upon the following sources of funding to support its capital expenditure program: 

* Internally generated cash flow provides a funding on which the annual capital expenditures can be increased; 


~ Debt may be utilized to expand capital expenditure programs when it is deemed to be appropriate; and 


’ Sale of non-core assets has been used in the past and may be used as a future source of funding for major capital 


expenditures. 


Capital Sources 


1998 1997 % 
$ $ Change 
Cash flow from operations 348,861 148,515 +135 
Changes in working capital 115,860 7,632 : +1,418 
Increase in bank debt 168,000 320,000 - 48 
Sale of properties 0 i 35,000 ; - 100 
Total capital sources 632,721 Sl il a7 : +24 


BUSINESS RISKS 


Risks in business for TRAFINA arise from uncertainty of crude oil and natural gas pricing, uncertainty of interest and 
exchange rates, environmental and safety issues, financial and liquidity considerations and uncertain results from capital 
expenditure programs. 


TRAFINA has not directly entered into any hedging contracts in order to enhance the pricing uncertainties. 


Environmental risks and safety risks are lessened by compliance with provincial and federal environmental and safety 
regulations, by maintaining adequate insurance and by adopting appropriate emergency response and employee safety 
procedures. 


Financial and liquidity risks are reduced somewhat by limiting the risks of the capital spending programs by concentrating 
drilling and subsequent development activities in areas where TRAFINA has demonstrated proven capabilities. TRAFINA 
also, where possible, tries to manage to limit capital exposure to any one project or concept. 


Systems critical to TRAFINA’s ongoing operation and preparation of financial (including application systems, operating 
systems and hardware) have been reviewed to establish the impact, if any, which the year 2000 issue will have on the 
accuracy of its calculations, processing and reporting. In late 1998, TRAFINA began a Year 2000 project to identify potential 
problems with its business processes and reporting systems and the associated costs to minimize these potential risks. 
TRAFINA has replaced the majority of computer hardware that was not yet Year 2000 compliant. TRAFINA’s third party 
software vendors have confirmed that their application programs, including production accounting, financial reporting, 
land system, and Western Canadian well and land data are all Year 2000 compliant. 


Page 14 


TRAFINA Energy Ltd. 


SS 


MANAGEMENT’S REPORT 


The financial statements of TRAFINA Energy Ltd. were prepared by management in accordance with accounting principles 
generally accepted in Canada. The financial and operating information presented in this annual report is consistent with 
that shown in the financial statements. 

Management has designed and maintains a system of internal controls to provide reasonable assurance that all assets are 
safeguarded and to facilitate the preparation of financial statements for reporting purposes. Timely release of all financial 
information sometimes necessitates the use of estimates when transactions affecting the current accounting period cannot 
be finalized until future periods. Such estimates are based on careful judgements made by management. 

External auditors appointed by the shareholders have conducted an independent examination of the corporate accounting 
records in order to express their opinion of the financial statements. 

The Board of Directors is responsible for ensuring that management fulfills its responsibilities for financial reporting and 
internal control. The Board exercises this responsibility through its Audit Committee. The Audit Committee, consisting of 
a majority of non-management directors has met with the external auditors and management in order to determine that 
management has fulfilled its responsibilities to the preparation of the financial statements. The Audit Committee has 
reported its findings to the Board of Directors who have approved the financial statements. 


Donald J. Douglas Roland T: Valentine 
Chairman, Audit Committee Member, Audit Committee 


AUDITORS’ REPORT 


To the Shareholders of 
TRAFINA Energy Ltd. 


We have audited the balance sheet of TRAFINA Energy Ltd. as at December 31, 1998 and the statements of income (loss) 
and retained carnings and changes in financial position for the year then ended. These financial statements are the 
responsibility of the Corporation’s management. Our responsibility is to express an opinion on these financial statements 
based on our audit. 


We conducted our audit in accordance with generally accepted auditing standards. Those standards require that we plan 
and perform an audit to obtain reasonable assurance whether the financial statements are free of material misstatement. 
An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. 
An audit also includes assessing the accounting principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial position of the Corporation as 
at December 31, 1998 and the results of its operations and the changes in its financial position for the year then ended in 


accordance with generally accepted accounting principles. 


The financial statements as at December 31, 1997 and for the year then ended were audited by other auditors who 
expressed an opinion without reservation on those statements in their report dated March 30, 1998. 


[7 
TEMG 202. 


Calgary, Alberta KPMG up 
March 19, 1999 Chartered Accountants 
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FINANCIAL STATEMENTS 


BALANCE SHEETS 
AS AT DECEMBER 31 


1998 1997 
$ $ 
ASSETS 
Current 
Accounts receivable 109,673 Sa 722 
ARTC receivable 95,072 27,007) 
Prepaid expenses 10,787 Zeke) 
215,532 114,434 
Capital assets (note 2) 1,841,578 1,667,606 
2,057,110 1,782,040 
LIABILITES AND SHAREHOLDERS’ EQUITY 
Current 
Bank indebtedness 32,280 9,403 
Accounts payable and accrued liabilities 86,341 123,980 
118,621 133,383 
Long-term debt (note 3) 909,000 741,000 
Site restoration provision 20,380 16,880 
Deferred income taxes 330,015 270,015 
1,378,016 1,161,278 
Shareholders’ equity 
Share capital (note 4) 329,676 342,963 
Retained earnings 349,418 277.799 
679,094 620,762 
2,057,110 1,782,040 


See accompanying notes to the financial statements 


On behalf of the Board: 
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STATEMENTS OF INCOME (LOSS) AND RETAINED EARNINGS 
YEARS ENDED DECEMBER 31 


1998 1997 
$ $ 
REVENUES 
Oil and gas sales 1,055,650 732,241 
Royalties, net of ARTC (136,365) (124,589) 
Interest and other 3,429 4.738 
22.714 612,390 
EXPENSES 
Operating 252,234 225,451 
General and administration 258,157 204,299 
Interest on long-term debt 63,462 34,125 
Depletion, depreciation and site restoration 217,242 210,077 
791,095 O7B,952 
Income (loss) before income taxes 131,619 (61,562) 
Provision for deferred income taxes (note 5) (60,000) (8,300) 
Net income (loss) for the year 71,619 (69,862) 
Retained earnings, beginning of year PAU HTS) 347.661 
Retained earnings, end of year 349,418 2ZUILIDE 
Basic and fully diluted net income (loss) per share 0.02 (0.02) 
See accompanying notes to the financial statements 
STATEMENTS OF CHANGES IN FINANCIAL POSITION 
YEARS ENDED DECEMBER 31 
1998 1997 
$ $ 
OPERATING ACTIVITIES 
Net income (loss) 71,619 (69,862) 
Items not involving cash 
Depletion, depreciation and site restoration 217,242 210,077 
Deferred income taxes 60,000 8,300 
Funds flow from operations 348,861 148,515 
Change in non-cash working capital (438,737) 36,985 
210,124 185,500 
FINANCING ACTIVITIES 
Issuance (repurchase) of common shares, net (13,287) 4,880 
Increase in long-term debt 168,000 320,000 
154,713 324,880 
INVESTING ACTIVITIES 
Proceeds on sale of capital assets 0 35,000 
Additions of capital assets (387,714) (500,763) 
87,714 (465,763) 
Decrease (increase) in bank indebtedness (22,877) 44,617 
Bank indebtedness, beginning of year (9,403) (54,020) 
Bank indebtedness, end of year (2,280) (9,403) 
Basic funds flow from operations per share 0.08 0.04 
Fully diluted funds flow from operations per share 0.07 0.04 


See accompanying notes to the financial statements 
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NOTES TO THE FINANCIAL STATEMENTS 


Uk ACCOUNTING POLICIES 


PROPERTY AND EQUIPMENT 
TRAFINA Energy Ltd. (the “Corporation”) follows the full 
cost method of accounting for its oil and gas operations. All 
costs related to the acquisition of, and exploration for, oil and 
gas interests are capitalized. Such costs include land and 
lease acquisition costs, geological and geophysical costs, 
equipping 
and capitalized 


costs of drilling and productive and 


nonproductive wells, general and 


administration costs. 


Overhead costs directly related to exploration, development, 
acquisition and selling activities are capitalized. Proceeds 
from property dispositions are accounted for as a reduction 
of capitalized costs, with no gain or loss being recognized 
unless such dispositions would alter the depletion and 
depreciation rate by 20% or more. Capitalized costs are 
depleted using the unit-of-production method based on the 
estimated proved reserves of oil and gas. For the purpose of 
this calculation, reserves and production of natural gas are 
converted to equivalent units of oil using a ratio of 10 to 1. 
The costs of unevaluated properties is excluded from this 
until reserves are established or 


calculation proved 


impairment occurs. 


The Corporation applies a ceiling test to ensure that 
capitalized costs do not exceed estimated future net 
revenues from production of proven reserves at year end 
commodity prices less future production, administrative, 
financing, site restoration and income tax costs. 


Office equipment is depreciated using the declining balance 
method at an annual rate of 20% per annum. 


SITE RESTORATION 
Estimated future site restoration costs are provided for using 
the unit-of-production method based on estimated proven 
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reserves. The annual charge is accounted for as an expense 
and the accumulated provision is accrued as a liability. 
Actual from the 


accumulated provision in the year incurred. 


site restoration costs are deducted 


JOINT OPERATIONS 

The majority of the oil and gas operations of the Corporation 
are conducted jointly with others and accordingly these 
financial statements reflect only the proportionate interest 


of the Corporation in such activities. 


MEASUREMENT UNCERTAINTY 

The amounts recorded for depletion and depreciation of 
capital assets and for site restoration are based on estimates 
of reserves and future costs. The ceiling test is based on such 
factors as estimated proved reserves, production rates, oil 
and natural gas prices and future costs. By their nature, these 
estimates, and those related to the future cash flows used to 
assess impairment, are subject to measurement uncertainty 
and the impact on the financial statements of future periods 


could be material. 


FINANCIAL INSTRUMENTS 

Financial instruments of the Corporation consist mainly of 
accounts receivable, bank indebtedness, accounts payable 
and accrued liabilities, and long-term debt. As at December 
31, 1998, there are no significant differences between the 
carrying amounts of accounts receivable, accounts payable 
and accrued liabilities and long-term debt and _ their 


estimated market values. 


INCOME TAXES 

The Corporation follows the tax allocation method of 
accounting under which the income tax provision is based 
on the income (loss) reported in the accounts. Under this 
method, the Corporation provides for deferred income taxes 
to the extent that income taxes otherwise payable are 
reduced by capital cost allowances and exploration and 
development costs in excess of the provision for depletion, 
depreciation and site restoration recorded in the accounts. 


TRAFINA Energy Ltd. 
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D4 CAPITAL ASSETS 


1998 
Accumulated Depletion 
Cost & Depreciation Net Book Value 
$ $ $ 
Oil and gas properties 1,897,328 501,345 1,395,983. 
Production equipment 569,878 159307 410,571 
Office equipment 80.607 45,583 35.024 
2,547,813 706,235 1,841,578 
WN O7/ 
Accumulated Depletion 
Cost & Depreciation Net Book Value 
$ $ $ 
Oil and gas properties 1,550,607 341,182 1,209,425 
Production equipment 549,223 114,484 434,73 
Office equipment 60,269 36,827 23.442 
2,160,099 492.493 1,667,606 


During the year ended December 31, 1998, general and administrative costs of $129,890 (1997 - $167,508) were capitalized 
pertaining to the Corporations’ exploration, development and property acquisition programs. 


3h LONG TERM DEBT 


1998 17 
$ $ 
Revolving credit facility 909,000 741,000 


The Corporation has a demand revolving term credit facility with a Canadian chartered bank under which it can borrow 
up to $1,000,000. The facility bears interest at the bank’s prime rate plus one percent per annum. The loan is collateralized 
by a floating charge demand debenture in the amount of $1,000,000 over the Corporation’s capital assets and a general 
assignment of book debts. 


The revolving term credit facility has no specific terms of repayment. The bank has indicated that, while it reserves the 
right to request payment on demand, no principal payments are anticipated and the revolving credit facility will continue 
in the future, providing the Corporation satisfies the conditions of the loan agreement. 


4. SHARE CAPITAL 


AUTHORIZED 

Unlimited number of Class A voting common shares; 
Unlimited number of Class B non-voting common shares; and 
Unlimited number of preferred shares issuable in series. 
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ISSUED 


Class A common shares 


1998 1997 
# $ # $ 
Balance at beginning of year 4,511,250 342,963 4,398,750 338,083 
Repurchased and cancelled Gis3250) ZQa7) (50,000) (11,370) 
Issued on exercise of stock options -- -- 162,500 16,250 
Issued for compensation of services 41,250 16,088 0) 0) 
Balance at end of year 4,379,250 329.676 4,511,250 342.963 


OPTIONS 

The Corporation has a stock option plan for officers, directors, consultants and key employees. At December 31, 1998, 
options exercisable expiring on June 30, 2000, were outstanding to purchase 453,000 Class A common shares at a price 
of $0.22 per share. 


5. INCOME TAXES 


The provision for income taxes differs from the amount that would have been expected by applying corporate income tax 
rate to income before taxes. The principal reasons for these differences are as follows: 


1998 1997 
$ $ 

Income (loss) before taxes 131,619 (61,562) 
Statutory income tax rate 44.0% 44.0% 
Anticipated tax (recovery) provision 58,728 (27,469) 
Increase (decrease) in income tax resulting from 

Non-deductible crown payments 85,543 46,670 
Alberta royalty tax credit (42,421) (12,421) 
Resource allowance (39,572) (7,700) 
Other (2,278) 9,220 
Deferred income tax provision 60,000 8,300 


The Corporation has tax deductions aggregating approximately $958,000 (1997 - $912,000) available for deduction against 
future taxable income. 


6. YEAR 2000 ISSUE 


The Year 2000 Issue arises because many computerized systems use two digits rather than four to identify a year. Date- 
sensitive systems may recognize the year 2000 as 1900 or some other date, resulting in errors when information using year 
2000 dates is processed. In addition, similar problems may arise in some systems that use certain dates in 1999 to represent 
something other than a date. The effects of the Year 2000 Issue may be experienced before, on or after January 1, 2000, 
and, if not addressed, the impact on operations and financial reporting may range from minor errors to significant systems 
failure that could affect the Corporation’s ability to conduct normal business operations. It is not possible to be certain 
that all aspects of the Year 2000 Issue affecting the Corporation, including those related to the efforts of customers, 
suppliers, or other third parties, will be fully realized. 
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